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Price-Specie-Flow Mechanism 
(A simplified gold standard) 

In our previous analysis of devaluation and revaluation {section 110} we held "prices" 
constant {where "prices" means the demand and supply schedules in domestic currency} 
and let exchange rates vary. Now we hold exchange rates constant and let "prices" 
vary, using a model resembling the gold standard of the 19th century. 

Assumptions : 

1) 2 countries: US, UK 

2) Both countries have gold convertible currencies (currencies "backed" by 
gold. ) 

-US Central bank will buy or sell dollars at $400/ounce of gold. 

-UK Central bank will buy or sell pounds at £200/ounce of gold. 
-Hence, we have a fixed exchange rate system with $2 = £l . (Why?) 

3) Both countries have a "lot" of gold reserves. 

4) Money supplies in each country are maintained in proportion to gold stocks, 
i.e., if gold stock rises, so does money supply. 1 If gold stock falls, so does 
money supply. ("Rules of the game") . 

5) "Price" levels in each country are proportionate to money supplies. 2 

6) "Full" employment is maintained. 

Suppose in both countries initially desired exports = desired imports. 3 Then world 
demand for $ = world supply of $. Also world demand for £ = world supply of £. 

Now suppose the US suddenly acquires a special taste for UK goods . 

In US, exports (X) < imports (M) . In UK, the opposite is true. 

There will now be excess supply of $ at $2 = £1. Value of $ will tend to fall 
relative to pound. But can this fall occur? 


If $ becomes cheap, it pays to exchange £ for $, buy gold from the US central bank 
and export gold to UK. 4 It also pays US importers to sell their $ to the US central 
bank for gold. In either case, gold can be converted to £ at the UK central bank. 


1 The original statement of the P-S-F mechanism is usually attributed to David Flume, an 18th century British 
philosopher. At the time, gold coins and money were the same thing, hence, money and gold were 
automatically in proportion. The example here is modernized to distinguish between money and gold. 

2 Quantity theory of money. 

3 No capital movements assumed. 

4 This is an example of "arbitrage." Other examples appear below in these notes in Sections 1 39 and 1 40. 
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Result is gold flow out of US. Hence, US money supply contracts. Hence, US price 
level falls. Hence, UK money supply rises (due to gold inflow into JfpS&'v 

Hence, hSF price level rises. 

Hence, US exports and import-competing goods become more competitive (cheaper) . 

Hence, UK exports and import-competing goods become less competitive (more 
expensive) . 

This process goes on fpifcil US exports increase enough and US imports decrease enough 
so that X = M. 

The price-specie-flow mechanism thus brings about equilibrium by changing relative 
price levels in the 2 countries. 

Qn: What is relation between these price-level movements under fixed-exchange-rate 
system and changes in currency values under flexible exchange rates? [elasticities, 
etc . ] 

Qn . What would happen if there were transport costs of shipping gold between countries? 
Is there a gold export point? A gold import point? 

Qn: What would happen if one country refused to adjust its money supply ih response 
to gold stock changes? If both countries refused? 

Qn: Suppose we consider capital movements. Suppose the UK wished to invest in the 
US? Would financial investment lead to a real transfer of resources? Would similar 
results occur under flexible exchange rates? What would be the impact of tariffs? 

Qn: Do you need gold to make all this happen? 1 


1 Suppose both countries agreed on a fixed exchange rate in the absence of gold and kept supplies of each 
other's currency as a reserve. If a country's currency were in excess supply, it would use its reserves of the 
other currency to buy up the excess supply. Suppose further the "rules of the game" said that if a country found 
its reserves were increasing (decreasing) it would increase (decrease) its money supply. Work out examples 
of adjustment under this model. See Sec. 122. 
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Exporting Inf 1 anion 

Consider a situation; which two countries (US and UK) are leaked with a gold 
standard as previously described. Let us start in equilibrium with no gold flows. 
Suppose the US chooses to violate the rules of the game and expand its money supply 
despite the fact that it is not receiving gold. US prices would rise, thus leading 
to a trade deficit as export competitiveness fell and US residents began switching 
to cheaper imports. ®S dollar would be pushed into excess supply which would 
lead to a gold outflow. 

$8ie UK would begin receiving gold. If it followed the rules of the game it 
would expand its money supply and also begin to inflate. Hence, the American inflation 
has been "exported" to Britain, 1 This is why fixed exchange rate systems, such as 
the gold standard, are sometimes said to be transmitters of inflation. 2 

Note that the UK could have chosen not to play by the rules (since the? US clearly 
wasn't) . The UK could have decided not to expand its money supply even though it 
was receiving gold. This is sometimes called "sterilizing" the gold flow. Iri that 
case, the US inflationary impulse could have been prevented from affecting the UK. 
Whether or not the flow is sterilized, .fMe US will eventually fuh out of gold and 
the gold standard will collapse in this example. 


1 In contrast, under a flexible exchange rate system the US inflation problem would tend to be confined to the 
US. As the US inflated relative to Britain, the dollar would tend to depreciate to keep X=M. Under the relative 
purchasing-power-parity doctrine, US prices measured in pounds would stay constant. 

2 Inflation is also exported from the US under fixed exchange rates through a direct channel. If we are 
significant in world markets, our supply of our exports curve shifts up due to cost increases. This tends to raise 
UK import prices. (Our exports are their imports.) 



